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CALIFORNIA ENERGY MARKETS: REFUNDS
AND REFORM

TUESDAY, APRIL 8, 2003

HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON ENERGY POLICY, NATURAL
RESOURCES AND REGULATORY AFFAIRS,
COMMITTEE ON GOVERNMENT REFORM,
Washington, DC.

The committee met, pursuant to notice, at 2 p.m., in room 2157,
Rayburn House Office Building, Hon. Doug Ose (chairman of the
committee) presiding.

Present: Representatives Ose, Sullivan, and Van Hollen.

Staff present: Dan Skopec, staff director; Barbara Kahlow, dep-
uty staff director; Melanie Tory, clerk; Yier Shi, press secretary;
Paul Weinberger, minority counsel; Earley Green, minority chief
clerk; and Christopher Davis; minority staff assistant.

Mr. OSE. Good afternoon. Welcome to today’s hearing of the Sub-
committee of Energy Policy, Natural Resources and Regulatory Af-
fairs. Today we are going to look at the California electricity mar-
kets’ refunds and reform.

We are going to discus two items. First, the actions taken by
FERC on March 26th of this year regarding the California energy
crisis, and second, the progress California has made in reforming
its electricity market structure.

As many of you know, on March 26th, FERC issued a report fol-
lowing its investigation of western energy markets. They concluded
that an imbalance of supply and demand, coupled with a flawed
market design, created conditions that led to market manipulation
in California and other western markets. Consequently, FERC
issued several show cause orders that will potentially result in pro-
hibiting violating companies from selling electric power and natu-
ral gas at market-based rates.

I support FERC’s effort to punish those who have been found to
manipulate the market. This sends a strong message to future
would-be violators that if you break the rules, you not only will
have to refund the money, but you also will not be able to partici-
pate in energy markets in the future.

FERC also increased the amount of refunds due to California by
taking into account the manipulation that occurred in natural gas
markets. The Commission plans to continue to investigate specific
acts of market manipulation and make a final ruling on refunds by
the end of the summer. I encourage FERC to vigorously and
promptly complete its investigation. California and its citizens de-
serve to get back every dollar that was overcharged during the en-
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ergy crisis. It’s been almost 3 years since the crisis erupted. It’s
time to refund the overcharges so Californians can get the relief
they deserve.

The second purpose of this hearing is to discuss efforts to reform
California’s electricity market. While politicians from all corners
can argue about who owes what to whom, we must not lose focus
of one important point; that is, a leading cause of the energy crisis
of 2000 and 2001 was a fundamental lack of electricity supply and
a seriously flawed market design. Almost 3 years later, California
has failed to fix this problem and its electricity market still needs
reformation.

In February 2002, this subcommittee held a hearing to discuss
the leading market reform proposal known as Market Design 2002.
At that hearing, I made the following statement: “In reality, Cali-
fornia is not out of the woods yet, not by a long shot. As the wit-
nesses at today’s hearing will tell you, the fundamental factors that
exacerbated the energy crisis are still with us today. California still
lacks adequate energy supply. Our transmission system is old and
overburdened, and most importantly, the structure of the electricity
market is dysfunctional. The market suffers from inefficiencies in
terms of pricing, transparency, transmission and settlement poli-
cies.”

To my great regret, this statement is almost as true today as it
was then. Since last year’s hearing, the California Independent
System Operator has introduced Market Design 2002, which we
are hereafter going to refer to as MDO02. It’'s CAISO’s comprehen-
sive proposal to reform California’s electricity market. I applaud
the efforts of CAISO to recognize the market flaws in the current
system and attempt to solve them. However, I remain concerned
that the reform process is moving too slowly. Time delayed is
money lost for Californians. Already, several implementation dead-
lines have been pushed back.

I am particularly concerned about the delay in the resource ade-
quacy standards that are central to any market reform. One of the
key regulatory failures of California’s restructuring was the Cali-
fornia Public Utility Commission’s refusal to provide utilities with
the ability to enter long-term contracts under safe harbor provi-
sions. Resource adequacy would return the obligation to serve cus-
tomers to the utilities by requiring utilities to produce adequate
levels of power to serve its customers, plus a certain reserve
amount. Utilities could meet these standards by signing long-term
contracts with generators, thereby providing financial certainty and
incentive to build more energy supply in California.

However, this key component has been pushed back to the final
phase of MD02. The CAISO is currently awaiting a rulemaking by
the CPUC before it proceeds. We have been waiting for that rule-
making since April 2002, when this subject first came up.

Given the abysmal history of the CPUC regarding long-term con-
tracts, I am seriously concerned about the fate of this particular
matter. In today’s hearing, I have asked the witnesses to discuss
the progress of MDO02. I would like to direct the witnesses’ atten-
tion to a January 2003 report produced by the Public Policy Insti-
tute of California entitled the California Energy Crisis: Causes and
Public Options. This report does an excellent job of enunciating the
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need for electricity market reform. The report states that any mar-
ket reform must meet the following goals: one, lower prices; two,
system reliability; three, efficient use of resources; four, adminis-
trative feasibility; and five, environmental enhancement and pro-
tection.

I wholeheartedly agree with these goals and ask the witnesses to
keep them in mind today as we discuss the details of MDO02. I in-
tend for this to be an opportunity to discuss the details of reform
and debate possible alternatives. But this process must go forward.
It must. California cannot continue to live in an energy purgatory
where we neither know right from wrong, up from down, or no
power from power. The State’s economy remains soft and today en-
ergy prices are low.

But this will not continue forever. This is an opportunity we need
to seize. We need to keep in mind that it takes years to propose,
site and build a power plant. Up and down the State, power plant
construction is being delayed and companies are scrapping plans to
build more generation. Energy companies cite political and regu-
latory uncertainty as a principal obstacle to new energy supply.
Wall Street refuses to invest in such an unstable environment.

Yet experts predict that California will experience shortages
again in a few short years. It is therefore essential that we get on
with the reform process in order to encourage investments in en-
ergy generation and transmission. A stable marketplace with clear,
rational rules is the only way to supply the lowest cost, most envi-
ronmentally friendly energy that Californians deserve. We simply
cannot afford to wait any longer.

I want to welcome our witnesses today. They include Patrick
Wood III, the chairman of the Federal Energy Regulatory Commis-
sion; Terry Winter, the president and CEO of California Independ-
ent System Operator; Karen Tomcala, the vice president of Regu-
latory Relations for PG&E; Gary Ackerman, the executive director
for the Western Power Trading Forum; Jan Smutny-Jones, the ex-
ecutive director of the Independent Energy Producers; and George
Fraser, a personal friend of mine who is general manager of North-
ern California Power Agency.

[The prepared statement of Hon. Doug Ose follows:]
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Chairman Doug Ose
Opening Statement
California Energy Markets: Refunds and Reform
April 8,2003

The purpose of today’s hearing is two-fold: to discuss actions taken by the Federal Energy
Regulatory Commission (FERC) on March 26, 2003, regarding the California energy crisis, and to
review the progress California has made in reforming its electricity market.

On March 26th, FERC issued a report following its investigation of Western energy markets. FERC
concluded that an imbalance of supply and demand, coupled with a flawed market design, created
conditions that led to market manipulation in California and other Western markets. Consequently,
FERC issued several “show cause” orders that will potentially result in prohibiting violating
companies from selling electric power and natural gas at market-based rates. Isupport FERC’s
effort to punish those who have been found to manipulate the market. This sends a strong message
to future would-be violators. If you break the rules, you not only will have to refund the money but
also will not be able to participate in energy markets in the future.

FERC also increased the amount of refunds due to California by taking into account the
manipulation that occurred in natural gas markets. The Commission plans to continue to investigate
specific acts of market manipulation and make a final ruling on refunds by the end of the summer. I
encourage FERC to vigorously, but promptly, complete its investigation. California and its citizens
deserve to get back every dollar that was overcharged during the energy crisis. It has been almost
three years since the crisis erupted. It is time to refund the overcharges, so Californians can receive
the relief they deserve.

The second purpose of this hearing is to discuss efforts to reform California’s electricity market.
While politicians of all stripes can argue about who owes what to whom, we must not lose focus of
one important point. A leading cause of the energy crisis of 2000-01 was a fundamental lack of
electricity supply and a flawed market design. Tragically, almost three years later, California has -
failed to fix this problem and reform its electricity market. In February 2002, this Subcommittee
held a hearing to discuss the leading market reform proposal, know as Market Design 2002. At that
hearing, I made the following statement:

In reality, California is not out of the woods yet. Not by a long shot. As the witnesses at
today’s hearing will tell you, the fundamental factors that exacerbated the energy crisis are
still with us today. California still lacks adequate energy supply, our transmission system is
old and overburdened and, most importantly, the structure of the electricity market is
dysfunctional. The market suffers from inefficiencies in terms of prlcmg, transparency,
transmission and settlement policies.

Unfortunately, this statement is almost as true today as it was then. Since last year’s hearing, the
California Independent System Operator (CAISO) introduced Market Design 2002 (MD’02), its
comprehensive proposal to reform California’s electricity market. I applaud the efforts of the
CAISO to recognize the serious market flaws in the current system and attempt to solve them.



However, I remain concerned that the reform process is moving too slowly. Already, several
implementation deadlines have been pushed back.

1 am particularly concerned about the delay in the resource adequacy standards that are central to any
market reform. One of the key regulatory failures of California’s restructuring was the California
Public Utilities Commission’s (CPUC) refusal to provide utilities with the ability to enter into long-
term contracts. Resource adequacy would return the “obligation to serve” customers to the utilities,
by requiring utilities to procure adequate levels of power to serve its customers, plus a certain
reserve amount. Utilities could meet these standards by signing long-term contracts with generators,
thereby providing financial certainty and incentive to build more energy supply in California.

However, this key component has been pushed back to the final phase of MD’02. The CAISO is
currently awaiting a rulemaking by the CPUC before it proceeds. Given the abysmal history of the
CPUC regarding long-term contracts, I am concerned about the fate of this crucial issue.

In today’s hearing, I have asked the witnesses to discuss the progress of MD’02. I would like to
direct the witnesses” attention to a January 2003 report produced by the Public Policy Institute of
California entitled, “The California Electricity Crisis: Causes and Policy Options.” This report does
an excellent job of enunciating the need for electricity market reform. The report states that any
market reform must meet the following goals: lower prices, system reliability, efficient use of
resources, administrative feasibility, and environmental protection. I wholeheartedly agree with
these goals and ask the witnesses to keep them in mind today as we discuss the details of MD’02.

I intend for this to be an opportunity to discuss the details of reform and debate possible alternatives.
But, make no mistake about it, this process must go forward. California cannot continue to live in an
energy purgatory. The State’s economy is soft and energy prices are low. But, this will not continue
forever. ’

We need to keep in mind that it takes years to propose, site, and build a power plant. Up and down
the State, power plant construction is being delayed and companies are scrapping plans to build more
generation. Energy companies cite political and regulatory uncertainty as the principal obstacle to
new energy supply. Wall Street refuses to invest in such an unstable environment. Yet, experts
predict that California will experience shortages again in a few short years. It is, therefore, essential
that we get on with the reform process in order to encourage investments in energy generation and
transmission. A stable marketplace, with clear, rational rules, is the only way to supply the lowest
cost, most environmentally clean energy that Californians deserve. We simply cannot afford to wait
any longer.

I want to welcome the witnesses today. They include: Patrick Wood HI, Chairman, FERC; Terry
Winter, President and Chief Executive Officer, CAISO; Karen Tomcala, Vice President, Regulatory
Relations, Pacific Gas and Electric Company; Gary Ackerman, Executive Director, Western Power
Trading Forum; Jan Smutny-Jones, Executive Director, Independent Energy Producers; and, George
Fraser, General Manager, Northern California Power Agency.
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Mr. Osk. I'd like to recognize the gentleman from Oklahoma for
the purpose of an opening statement.

Mr. SuLLIVAN. Thank you, Chairman Ose, for holding this hear-
ing. It is important that the causes behind the California energy
crisis be considered. Coming from a State with an interest in en-
ergy markets, it is important to me that the truth comes out about
the situation. Finger pointing by both sides does the consumer no
good in the end.

One of the recurring issues in the debate of California’s energy
crisis is whether or not generators physically withheld power in
order to drive up prices. California has repeatedly claimed that
generators did withhold power. In one case, where FERC staff has
reviewed California’s withholding allegations and found them to be
overwhelming false and inaccurate, on September 17, 2002, the
California Public Utilities Commission issued a report claiming
that generators had withheld power on the 6-days when California
suffered blackouts and brownouts. They claimed that had genera-
tors made this power available, blackouts could have been averted.
The FERC staff analysis refuted the CPUC’s allegations.

I hope that FERC will look carefully to make sure that similar
claims now being made by California are not equally false. I look
forward to hearing Mr. Wood’s statement and hope that it will shed
light on the current state of investigations. I yield back the balance
of my time.

Mr. OsE. I thank the gentleman.

As many of you may realize, this committee is an investigative
committee. We routinely swear in our witnesses. So Chairman
Wood, if you’d rise, please, raise your right hand.

[Witness sworn. ]

Mr. OSE. Let the record show that the witness answered in the
affirmative.

Once again, we welcome to our panel the distinguished chairman
of the Federal Energy Regulatory Commission, Patrick Wood III.
Chairman Wood, you are recognized for the purpose of a statement
for 5 minutes.

STATEMENT OF PATRICK WOOD III, CHAIRMAN, FEDERAL
ENERGY REGULATORY COMMISSION

Mr. Woob. Thank you, Chairman Ose, Mr. Sullivan. I appreciate
the opportunity.

I can’t help but be struck by the juxtaposition of the two items
before us today, which are a look at what happened in the past and
then a view toward the future, and the importance of making sure
that those two items are connected. Certainly a large part of the
time I've spent since I think I saw you last, Mr. Chairman, is really
trying to bring to a close our investigation on the activities in the
western markets.

Shortly before I even joined the Commission, the Commission
had reviewed the underlying fundamental supply shortfalls as an
issue and looked at the market design in December 2000, the prior
Commission. We have one commissioner with us today on our Com-
mission that was there at the time. But analysis showed that those
two parts of the problem were a significant aspect of what went
wrong in California.
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What we did after I joined the Commission and we began to ex-
plore these issues further was, we recognized that there were, in
fact, those two conditions of significant supply shortfalls and flawed
market design implementation, that those did create an environ-
ment in which market manipulation could happen. And, in fact,
over the last year, a significant part of our staff, with resources
spent for outside consultants to assist us in this effort, reviewing
tremendous amounts of market data, actually concluded that in
fact there have been instances, in fact some cases, very notable in-
stances of manipulations in the power and gas markets that took
advantage of this supply and market rules failure.

So our report came out last Wednesday. As a consequence of that
report, the staff recommended that the Commission take action on
31 different items relating from alterations of how we calculate re-
funds in the ongoing California refund case to recommendations to
pursue causes of action against certain market participants for vio-
lations of the rules to a number of prospective fixes to make sure
that these issues never show up again in California or in any other
State.

So the Commission is currently involved in implementing all
those recommendations. We might change a few of them based on
feedback from parties who have provided some commentary on
this, and also based on our own assessment. But our staff pursued
this effort independently, provided this report back to the Commis-
sion late last month. Actually, for most of the month, we had the
opportunity to review this and digest it.

And, I do have to say, I have some reservations about the activi-
ties that are reported here. I think it’s without question that some
of the behavior of market participants that was analyzed, identified
and I think fairly balanced throughout the staff report is the kind
of behavior that ought to be, if it’s not illegal now it ought to be.
So we are taking actions to make sure that our rules reflect, on a
going forward basis, the type of things that I would have hoped
good common sense would have kept people from doing. But quite
frankly, it wasn’t in some cases written down that some of these
issues were wrong. And, it makes it difficult to tell customers that
we are trying to do justice when in fact we cannot reach to activi-
ties that we all acknowledge are wrong.

Looking forward, I do remember our visit back in Sacramento at
the hearing we had last year with a number of our same witnesses
today, Mr. Chairman. And, I, like you, am concerned that while
we've had a lot of discussion, we don’t have the Market Design
2002 implemented. It’s my hope that, even in 2003, that we could
get Market Design 2002 implemented. But I am concerned that
even that time line may slip.

It is critical to get these issues addressed so that these types of
opportunities for manipulation and fraud do not ever make them-
selves profitable again, even in a stressed market, which California
has had, and may again have in the future. Good rules can prevent
excessive behavior from manifesting itself.
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So it’s my hope that certainly from the discussions today and the
activities that the market participants are pursuing, which I think
have been reported on in the witnesses’ testimony, we can make a
lot of progress to ensure this never happens again. Thank you.

[The prepared statement of Mr. Wood follows:]
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Summary of Testimony of
Pat Wood, 11T
Chairman, Federal Energy Regulatory Commission
Before the Subcommittee on Energy Policy, Natural Resources and
Regulatory Affairs
Committee on Government Reform
United States House of Representatives
April 8, 2003

My testimony addresses the Commission's recent ruling in the California refund
proceeding, the Commission Staff's Final Report on Price Manipulation in Western
Markets, the Commission's assessment of the current California electricity market,
progress on reforming California's electricity market, and draft legislation, H.R. 964,
which would provide the Commission with additional penalty and refund authority.

Competitive energy markets require three key elements: adequate infrastructure,
efficient market rules and vigilant market monitoring and enforcement. The California
electricity crisis in 2000-2001 has proven the need for these three elements. The major
factors contributing to the electricity crisis in California were insufficient infrastructure,
dysfunctional market rules, and inadequate market oversight and enforcement. These and
other factors caused wholesale prices for spot power during the crisis to be unjust and
unreasonable. .

The-Commission has taken steps to remedy these unjust and unreasonable prices
through refunds. The Commission's order will increase refunds significantly compared to
the earlier recommendation by a Commission Administrative Law judge. In addition, the
Commission has taken, and will continue to take, aggressive action in response to the
Commission Staff's findings and recommendations following its investigation into market
manipulation in the West during the California electricity crisis. The Commission has
proposed to revoke market-based rates for several companies and is seeking public
comment on other possible actions.

I support the provisions in H.R. 964, because they would provide greater customer
protection by changing the refund effective date under Federal Power: Act section 206,
extending refund liability, and increasing penalty provisions.
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Testimony of
Pat Wood, THI
Chairman, Federal Energy Regulatory Commission
Before the Subcommittee on Energy Policy, Natural Resources and
Regulatory Affairs
Committee on Government Reform
United States House of Representatives
April 8,2003
L Introduction and Summary

Mr. Chairman and Members of the Subcommittee:

Thank you for inviting me to testify on the Commission's rulings on California
refunds, the Commission Staff's Final Report on Price Manipulation in Western Markets
(Final Report), the Commission's assessment of the current California electricity market,
progress on reforming California's energy market, and H.R. 964, a bill giving the
Commission additional penalty and refund authority.

Competitive energy markets require three key elements: adequate infrastructure,
efficient market rules and vigilant market monitoring and enforcement. The California
electricity crisis has proven the need for all three elements. The major factors
contributing to the electricity crisis were insufficient infrastructure, dysfunctional market
rules, and inadequate market oversight and enforcement. These and other factors caused
wholesale prices for spot power during the crisis to be unjust and unreasonable.

My testimony will discuss the action the Commission, for its part, has taken to

remedy these unjust and unreasonable prices through refunds. T will also discuss the

Commission Staff’s findings and recommendations on market manipulation and the
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2-
actions the Commission will take in response. Finally, I will address HR. 964's
provisions on penalties and refunds and the importance of adopting these changes.

While the Commission has a major role in these aspects of California’s bulk power
markets, long-term sotutions depend on market participants and a strong Federal-State
partnership. The addition of generation and transmission infrastructure, for example, and
creating clear price signals and demand response options for end users, are largely within
the control of others, including the State of California. The Commission will do
everything within its control to ensure efficient market rules, to actively monitor markets
to make sure that everyone follows the rules, and to encourage the development of much-
needed infrastructure, but action by others is also needed.

II.  California Refund Proceeding

In December 2002, after an extensive hearing involving more than 100 parties, in a
proceeding spanning nearly 18 months, an Administrati\}e Law Judge (ALJ) found tha;
power suppliers owe the California Independent System Operator Corporation (CAISO)
and California Power Exchange Corporation {Cal PX) an estimated $1.8 billion in
refunds. On March 26, 2003, the Commission issued an order adopting many of the
ALJ's findings. However, the Commission used a different method of calculating gas
costs in its formula for determining just and reasonable spot prices. Instead of the
published indices for gas prices adopted by the ALJ (and used previously by the
Commission), the Commission adopted the Commission Staff's recommendation in its

Final Report to base the gas costs on producing-area prices plus an allowance for
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transportation costs. A generator will be allowed to recover its gas costs above this level
only if it documents those costs. This method strikes a balance between protecting
customers from prices based on manipulation in spot gas markets and ensuring that
generators recover the costs they actually paid. Using this method will increase
significantly the amount of refunds paid to California. The exact amount of refunds will
be determined this summer, after the Commission receives and evaluates gas cost
documentation from power sellers, and the complex calculations are completed.

III.  Commission Staff's Final Report

In an order issued on February 13, 2002, the Commission directed its staff to
investigate whether Enron Corporation, or any other entity participating in the wholesale
energy markets in the West, had manipulated prices for electricity or natural gas, or
otherwise exercised undue influence over wholesale electricity prices, since
January 1, 2000. Pursuant to this order, the Commissioﬁ Staff conducted an extensivé
investigation using data requests, depositions, and other fact-finding tools.

On March 26, 2003, the Commission Staff released its Final Report. In the Final
Report, the Commission Staff found evidence of significant market manipulation in
Western energy markets during 2000 and 2001, However, the Commission Staff noted
that this evidence does not alter the Commission's earlier findings that significant supply
shortfalls and a flawed market design were the root causes of the California market
meltdown. In the Final Report, the Commission Staff noted that, for the first two years of

its operation, the California market performed well and saved the state's customers
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billions of dollars. But after the Pacific Northwest could no longer provide abundant
supplies of low-cost hydropower to the regional market, the effects of too little
infrastructure and inefficient market rules adversely affected wholesale prices.

A key conclusion in the Final Report was that markets for natural gas and
electricity in California are inextricably linked. According to the Final Report,
extraordinary increases in spot gas prices contributed to the unprecedented price increase
in the electricity market. Dysfunctions in the natural gas market appeared to stem, in
part, from efforts to manipulate price indices compiled by trade publicationg, including
reporting of false data and wash trading. Also, large-volume, rapid-fire trading by a
single company, in what was incorrectly assumed to be a liquid market, increased the
reported natural gas prices in California. As a result, the Commission Staff reiterated the
recommendation in its August 2002 Initial Report on Price Manipulation in Western
Markets that the Commission should alter the method for calc{ﬂating gas costs in the
California refund proceeding discussed above:

In addition, the Final Report recommended that many trading strategies used by
Enron and other companies be found to constitute a violation of anti-gaming provisions of
the Commission-approved tariffs for the CAISO and Cal PX. The Commission Staff
recommended that the Commission initiate proceedings to require those companies to
disgorge profits associated with these practices. This disgorgement would affect

activities beginning January 1, 2000, even before the refund period began on October 2,
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2000. Further, any disorgements would be in addition to the refund amounts resulting
from the California refund proceeding.

The Commission Staff also concluded that prices in the California spot markets
were affected by economic withholding and inflated bidding. The Commission Staff
found that such behavior violated the anti-gaming provisions of the CAISO and Cal PX
tariffs and recommended proceedings to require disgorgement of profits associated with
these inflated prices.

Based on the Final Report, the Commission has taken, or will soon take, a number
of steps to reduce the possibility that these problems will recur. These actions include:

1. Revocation of Authorizations

In response to the apparent abuses of California's market rules, .including the
submission of false information, the Commission has already issued two show cause
orders. The Final Report contained evidence that Reliant Eneréy Services, Inc. and BP{
Energy Company appeared to have engaged in-coordinated efforts to manipulate
electricity prices, and that Enron Power Marketing, Inc. and Enron Energy Services, Inc.
engaged in gaming practices and failed to inform the Commission in a timely manner of
significant changes in their market shares. Based on this evidence, the Commission
issued orders directing these four companies to explain why the Commission should not
revoke their authority to sell power at market-based rates. Also based on evidence in the
Final Report, the Commission directed eight gas marketers, Bridgeline Gas Marketing,

L.L.C., Citrus Trading Corporation, ENA Upstream Company, LLC, Enron Canada
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Corp., Enron Compression Services Company, Enron Energy Services, Inc., Enron MW,
L.L.C., and Enron North America Corp., to show cause why the Commission should not
terminate their blanket marketing certificates under the Commission's Natural Gas Act
(NGA) jurisdiction. The companies' responses are due by April 16, 2003. Upon review
of the evidence, if the Commission finds that such action is warranted, it will revoke their
authorizations or terminate their blanket certificates.

2. Generic Restrictions and Reporting Requirements

The Commission will soon initiate a generic proceeding on whether to impose
certain restrictions and reporting requirements on all blanket certificates for sales of
natural gas and market-based rate authorizations for sales of wholesale power. These
restrictions and reporting requirements include: explicit guidelines or prohibitions for
trading natural gas under Commission blanket certificates; reporting and monitoring
requirements for sellers of natural gas under blanket certiﬁcatés; and restrictions on the
submission of false information or omission or material information as a condition of
granting market-based rate authorizations, natural gas blanket certificates, or service

under an open access transmission tariff.

3. Reporting of Price Indices

The Commission Staff concluded that published indices of natural gas prices in or
near California were not reliable. Five entities have already admitted that their traders

provided false information on natural gas transactions. Based on responses to data
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requests, it appeared that other entities may also have engaged in similar behavior. The
Commission Staff concluded that the publishers of gas price indices lack systematic
reporting procedures and internal verification processes.

These indices are often relied upon by market participants and sometimes are used
in Commission-regulated agreements. To avoid reliance on inaccurate indices in
Jurisdictional agreements, the Commission intends to initiate one or more proceedings on
whether to: (1) condition all electric market-based rates and natural gas blanket
marketing certificates on the companies providing complete and accurate information to
publishers of price indices and retaining all data needed to reconstruct the indices for
three years; (2) require that any published price indices for Commission-jurisdictional
transactions be subject to audit; and (3) encourage standard product défmitions for
published natural gas and electricity price indices and standard methods of calculation.
In addition, the Commission intends to adopt its Staff's recommendations that certain |
companies demonstrate that their internal processes for reporting have been corrected (or
that they no longer sell natural gas at wholesale); the employees who participated in the
manipulations have been disciplined; they have a clear code of conduct on reporting
prices; and, all trade data reporting will be done by an entity within the company that

does not have a financial interest in the published index.
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4. Wash Trading

The Commission will propose specific rules banning any form of prearranged
wash trading and prohibiting the reporting to industry indices of any trades between
affiliates.

5. Electronic Trading Platforms

The Commission intends to propose that blanket gas marketing certificates, as well
as electric market-based rates, be conditioned to require that sellers who use trading
platforms use only those trading platforms that agree to provide the Commission with full
access to trade reporting. The trading platforms must also agree to appropriate
monitoring requirements.

6. Other Gaming and Economic Withholding

The Final Report found that a number of entities, either individually or with
others, appear to have used the "Enron trading strategies" and to have engaged in
economic withholding and inflated bidding. The Final Report reflects the Commission
Staff's view that such conduct violates the tariffs of the CAISO and Cal PX. Accordingly,
the Final Report recommended that the Commission issue show cause orders proposing to
require these companies to disgorge the profits obtained through the claimed violations.

In response to this recommendation, on April 2, 2003, the Commission issued an
order providing for interested persons to submit briefs addressing the Commission Staff's

interpretation of these tariffs. After receiving and analyzing these briefs (as well as
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responses filed to the "100 days evidence"), the Commission will act on the Final
Report's recommendations regarding these show cause orders.

7. Physical Withholding

On September 17, 2002, the California Public Utilities Commission (CPUC)
released a report concluding that, if certain generators had operated their available
capacity, the blackouts experienced in California during its energy crisis could have been
largely avoided. In conjunction with an overall review of the California energy crisis, the
Commission Staff undertook an analysis of the CPUC report and conducted an extensive
review of the actual CAISO data for the dates when blackouts occurred. The
Commission Staff concluded that 87 percent of the power determined in the CPUC report
to have been withheld was actually accounted for and that the remaining 13 percent
would not have averted firm service interruptions. However, the Commission is
continuing to examine specific claims of physical withhélding- and, on March 26, 2003:,
Commission Staff sent a data request to'a number of generators seeking additional

information on alleged physical withholding.

IV.  Other Pending Proceedings
During the Commission's March 26, 2003 public meeting, the Commissioners
discussed two pending proceedings in which complainants seek to modify long-term

contracts for wholesale power signed during the Western energy crisis. The
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Commissioners also discussed a complaint involving bilateral spot power sales in the
Pacific Northwest during the crisis.

With respect to the long-term contracts, the Commission will be acting on those
within the next two months. On the spot power sales in the Pacific Northwest, I
expressed support for directing the parties to engage in settlement judge procedures for a
limited period of time and, if those efforts do not succeed, requiring briefing by the
parties on the unresolved issues in the case. The Commission has not issued orders on
these cases yet, but intends to do so soon.

V.  Assessment of Current California Bulk Power Markets

California's power needs this summer will be met by a combination of in-state
generating resources and imported energy from the Northwest and Soﬁthwest states.
According to the California Energy Commission, California is forecasting a peak electric
demand this year that will be approximately four percenf grea{er than in the summer of
2000. Since 2000, in-state generating resources have grown by 6,000 megawatts or nine
percent. West-wide resources have grown by 16,000 megawatts, also nine percent in the
same period.

The California electricity market is dependent, not only on its own power
generating resources, but also West-wide resources. Neighboring states have historically
provided up to 18 percent of California’s electricity. Hydroelectric production in the
Northwest is projected to be approximately 85 percent of average levels this year and

may reduce the amount of electricity available for export to California. The Commission
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continues to monitor Northwest climatology, energy supplies, and exports to California.
The actual level of electricity exports will be sensitive to variations in electricity demand,
e.g., demand could be higher than forecast if there is hotter than normal weather or
substantially increased economic activity.
The following factors will help limit California’s exposure to any reduction in
Northwest hydropower-generated electricity supplies this summer:
. California is forecast to produce about 90 to 100 percent of normal levels of
electricity from its own in-state hydropower facilities.
. The California investor-owned utilities have been assigned long-term power
contracts that the California Department of Water Resources originated in 2001.
Thus, the utilities will rely substantially less than in previous years on spot market
purchases to meet their peak supply needs this summer.

. Demand response programs have helped limit California’s demand growth.

VI. California's Market Redesign

In May 2002, the CAISO filed a comprehensive set of market improvements
known as Market Design 2002, or MD02. The CAISO initially proposed to implement
MDO2 in various phases (described below) over a period of about 18 months, starting in
October 2002, Although the phases are proposed to be implemented sequentially, they

are designed to work together. The CAISO has subsequently requested several changes
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to its MDO2 proposal, as well as a delay in the implementation plan.

So far, only elements of Phase 1 of MDO02 have been implemented. The other
phases, however, are just as important in preventing a recurrence of the dysfunctions and
abuses that occurred during the California energy crisis. While the enforcement efforts
undertaken since the crisis have reduced the likelihood of certain problems, the best
approach is to make sure the market rules work well, encourage development of
infrastructure and prohibit or discourage inappropriate behavior by market participants.
The other phases of MDO?2 are critical in achieving these objectives.

Phase 1A - Market Power Mitigation: Phase 1A consists of revised market power

mitigation measures (which were implemented on October 30, 2002). The mitigation
plan has three main elements: (1) a "must-offer" provision requiring génerators to offer
uncommitted generation; (2) a bid cap of $250 per MWh; and (3) an Automatic
Mitigation Procedure (AMP) designed to prevent economic wiﬁlholding. The "must- .
offer” requirement and the bid cap apply West-wide; the AMP procedures apply only to
bids in the CAISO market.

The AMP procedures, which were fashioned after similar mitigation procedures
used in other markets, apply a three-part test to bids received by the CAISO. The first
threshold for imposing mitigation under the AMP procedures is whether the market
clearing price (the highest bid accepted in a given period) exceeds $91.87. If so, the
second threshold is to compare each bid against the bidder's latest three-month bid

history. If a bid exceeds this baseline by the lower of $100 per MWh or 200 percent, the



third threshold is applied. Under this step, the question is whether the bid will raise the
market clearing price by the lower of $50 or 200 percent. If so, the bid is mitigated.

Phase 1B - Real-Time Economic Dispatch: This provision consists of more
closely integrating the economic and physical factors that dictate which generating units
the CAISO will dispatch to meet real-time demands on the grid. Phase 1B also includes
uninstructed deviation penalties, whereby the CAISO can impose penalties on generators
that fail to respond to dispatch instructions outside of a reasonable range.

Phase 2 - Integrated Forward Market: The CAISO has proposed to develop a day-

ahead market that will simultaneously clear three markets (energy, congestion
management and ancillary services) as one market. This day-ahead market offers several
advantages: resources will be procured before real-time, thereby increasing reliability,
price transparency and financial certainty; the cost to California customers will be
minimized through more efficient selection of generating units; and only feasible energy
transactions will be scheduled, thus reducing the opportunity for gaming in those markets.
Phase 2 also includes various changes to the ancillary services, hour-ahead and real-time

markets.

Phase 3 - Locational Marginal Pricing (LMP): Phase 3 will use a precise model of
the grid to determine the pricing on the grid in various locations or "nodes.” The shift
from the current three-zone system to a more detailed and precise nodal system will
require new market rules and computer systems. The current three-zone system only

recognizes transmission bottlenecks between the zones, effectively concealing bottlenecks



23

-14-
within each zone (known as "intra-zonal congestion"). The implementation of a nodal
system with LMP will largely alleviate the concerns about intra-zonal congestion that
arise when a zonal system is used.

Phase 3 has several advantages, including: (1) allowing a more efficient use of the
existing transmission system; (2) encouraging rational congestion management;

(3) providing transparent price signals for efficient location of transmission and
generation assets; (4) reducing the opportunities for Enron-type gaming; and (5) better
representing the physical realities of the existing transmission facilities and providing for
more accurate modeling and reliable use.

Future Phase - Resource Adequacy Requirement: This requirement would provide
for forward contracting and resource commitment to ensure an adequéte supply to meet
the expected demand plus reserve margins. The State of California Inter-agency Working
Group is currently discussing the best method of impleméntiné a resource adequacy |
requirement.” The resource adequacy requirement should provide appropriate signals for
investment in infrastructure and demand response technologies.

Commission Actions on MDO2 Proposal

After carefully considering the proposal and the public comments, on July 17,
2002, the Commission issued an order on the initial elements of the MDO02 proposal. In
that order, the Commission approved Phase 1A (the market power mitigation procedures)
to replace the crisis-oriented approaches that were due to end in October 2002, and

provided guidance on the process and timetable for going forward with the other redesign



24

-15-
work for the California wholesale market.

Also in the July 17, 2002 Order, the Commission expressed concern that MD02
does not establish an available capacity requirement until 2004. Such a requirement
would assure long-term adequate resources and is vital because most resources take years
to develop and spot market prices alone will not signal the need to begin development of
new resources in time to avert a shortage or pay suppliers for the capacity value they
provide. In addition, the Commission noted that, without a requirement for long-term
generation adequacy, the proposed mitigation program would not encourage sufficient
investment. The Commission will continue to work with the CAISO and others to assure

that this gap in the market design is filled appropriately.

Finally, in the July 17, 2002 Order, the Commission directed its staff to
communicate with the CAISO and all market participants to develop MDO2 through
technical conferences, and pre-filing conferences. In addition, three full-time
Commission Staff members are now working at the CAISO's offices in Folsom,
California. The Commission Staff has held technical conferences (three in California and
one in Washington, D.C.) with the CAISO Staff and market participaﬁts to discuss the

MD02 effort.

At a technical conference held in August 2002, the CAISO stated that it could not

implement the Phase 2 elements by the Commission-directed deadline of January 1, 2003.
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In addition, stakeholders and the CAISO discussed various options for the MD02

implementation timeline.

In an order issued on October 11, 2002, the Commission found reasonable a
CAISO alternative proposal to implement a "Phase 2 Lite," and directed its
implementation by January 31, 2003. On this basis, the Commission also permitted the
postponement of the remaining Phase 2 elements until the Fall of 2003. On rehearing, the
CAISO contended that it could not implement "Phase 2 Lite" by January 31, 2003.
Accordingly, in response to these concerns, the Commission removed the requirement

that "Phase 2 Lite" be implemented by January 31, 2003.

In a status report filed on March 3, 2003, the CAISO reported that implementation
of Phase 1B must be delayed until October 1, 2003, because of a software
implementation delay. The CAISO statcd that it will file its updated MDO2 proposal in
April 2003. While a delay in implementation may be necessary to ensure revised market
protocols operate correctly, the lag prevents cﬁstomers from receiviné the benefits of

improved market operations.

Summary of California Market Reform

Over the past three years, the Commission has been addressing issues related to
the availability and price of electricity in California and the Western states. As the
Commission observed in its July 17, 2002 Order, in which it approved the initial elements

of the MDO2 proposal, the underlying issues in the California electricity market remain
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the same. Namely, within an interconnected, interdependent electric grid and market,
California depends more than any other state upon its neighbors for a steady supply of
electricity and pas to feed its growing energy needs. Unless California builds new
generation and transmission; increases the physical and contractual security of its natural
gas supply; helps its customers see and respond when electric prices increase; and
continues and increases its conservation efforts, no set of market rules and market power
mitigation measures can make its markets fully competitive, or protect California's

customers from the inevitable problems that will result.

The Commission can and must encourage sound market rules, enforce appropriate

market oversight, and facilitate new infrastructure construction, but California must do its

part as well. New infrastructure development remains a significant part of the solution to

sustained improvement of the California energy markets.
VIL. Gas Pipeline Certification and Hydroelectric Licensing

Expedited Processing of Applications for Pipeline Projects

Expedited processing of applications for pipeline certificates has added new
natural gas capacity to the region. Since 2001, the Commission has nationally
certificated over 5,000 miles of new interstate pipelines with a capacity of about 16.4
billion cubic feet of naturaf gas per day. Since the majority of California and the Pacific
Northwest's new electric generation capacity is powered by natural gas, new pipeline

capacity will help ensure a reliable electric supply. New pipelines or pipeline projects to
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increase the capacity of existing pipelines that have been certificated since 2001 and

serve California or the Pacific Northwest include:

. Approval of pipeline looping and compression on the Kern River Gas
Transmission Company's pipeline, which has more than doubled its capacity;

. Approval of the conversion of an oil pipeline to natural gas service for El Paso
Natural Gas Company;

. Approval of additional compression on Transwestern Pipeline Company's pipeline
to increase capacity;

. Approval of a point of import at the Mexico-U.S. border for Otay Mesa

Generating Company, LLC for the import of natural gas;

. Approval of a new pipeline, North Baja Pipeline LLC, which will export gas to

Mexico for the generation of electricity that will be imi)oﬁed back into the U.S,;

. Approval of projects to expand the capacity of Northwest Pipeline Corporation in

the Pacific Northwest; and

. Approval of the Georgia Straits Crossing Pipeline, LP, which will import gas from
Canada, transport the gas through the State of Washington and re-export the gas to
Canada to be used for electric generation.

Hydroelectric Supplies

In recognition of the importance of hydroelectric generation to the California and
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Pacific Northwest region, the Commission maintains a constant surveillance of hydro
conditions. Should drought conditions similar to those experienced in 2001 threaten
hydropower generation, proactive measures would be taken to maximize available
hydropower gencration, while ensuring through monitoring and surveillance, the region
has non-discriminatory access to generation outside the region through open transmission

access.

For example, in June 2001, the Commission approved a plan to permit a temporary
increase in hydroelectric generation at the Priest Rapids Hydroelectric Project in the State
of Washington to meet the immediate power needs. The Commission suspended part of
an interim requirement that allows the licensee to spill water for 16 hours per day during
summer migration of fish. This allowed an exchange of spill and power with the
Bonneville Power Administration, thereby assuring flexibility and reliability to the

regional grid an protecting fish species listed under the Endangered Species Act.
VHI. H.R. 964 - The Electric Refund Fairness Act of 2003

H.R. 964 proposes to modify FPA section 206(b) to set the refund effective date
for a proceeding instituted on complaint as the date of the filing of such complaint. In a
proceeding instituted by the Commission on its own motion, H.R. 964 would change the
refund effective date to be the date of publication by the Commission of notice of its
intention to initiafe such proceeding, H.R. 964 also would replace language in FPA

section 206(b) that limits the Commission in ordering a public utility to make refunds
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"through a date fifteen months after” the refund effective date, by allowing the

Commission to order refunds "through the conclusion of the proceeding.”

Further, H.R. 964 would amend the criminal penalty provisions in FPA
section 316(a) to increase the fine from $5,000 to $1,000,000 and by increasing the
prison sentence from two years to five years. H.R. 964 would also modify FPA section
316(b) by increasing the criminal penalty for violating the Commission's rules or orders
from $500 per day to $25,000 per day. With respect to civil penalties, H.R. 964 would
expand penalty authority under FPA section 316A to cover violations of any provision

under FPA Part I1.

I have long supported legislation providing the Commission with greater penalty
authority and an earlier refund effective date under both the FPA and NGA in order to
deter anti-competitive behavior, market manipulation, and other violations of the statutes.
I believe that the provisions contemplated in HR. 964 are consistent with this view, and

would support the addition of refund provisions to the NGA as well.
IX. Conclusion

Thank you again for the opportunity to offer my views on recent Commission

actions affecting California’s electricity market and H.R. 964.
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Mr. Osk. Thank you, Chairman Wood.

I am asking unanimous consent to enter into the record the
statement of the ranking member of the full Committee, Mr. Wax-
man. Hearing no objection, that will be done.

[The prepared statement of Hon. Henry A. Waxman follows:]
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Opening Statement of
Rep. Henry A. Waxman
Energy Policy Subcommittee
Hearing on California Energy Markets

April 8, 2003

1t’s been almost two years since California’s energy crisis finally
came to a close. From the summer of 2000 to the summer of 2001,
natural gas and electricity prices skyrocketed throughout the West, but
particularly in California. The spot market price of electricity went from
$30 per megawatt hour (MWh) in 1999 to $300 in 2001, and even went
as high as $1,900 per MWh. After spending $7 billion on power in
1999, the state spent $27 billion in 2000 and almost the same again in
2001. The high prices led to rolling blackouts in parts of the state, the
bankruptcy filing of one of the state’s largest utilities, and huge bills for

California’s consumers and taxpayers.
y

Throughout the crisis, California officials called on the
Administration to act. And time and time again, the Administration
insisted there was nothing it could do. The problem was not market

manipulation, they said — the state just didn’t have enough power.
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Now, almost two years later, we know that they were wrong. The
problem was market manipulation. Even the Federal Energy Regulatory
Commission now recognizes the truth. A FERC staff report issued two
weeks ago concluded that there was “significant market manipulation”
throughout the crisis. The report found — as so many others have found
— that Enron and other power companies were engaging in phony trades
and shady schemes to artificially inflate prices. They were also

economically withholding power, submitting bids far above their costs.

But despite these findings from its own staff, FERC still isn’t
willing to punish the wrongdoers and return to the state all of the money
it was overcharged. FERC is required by law Vto el;sure that wholesale
rates for power are “just and reasonaﬁle.” Clearly, price; that result

from market manipulation cannot be “just and reasonable.”

FERC did say it would improve the methodology it has used to

calculate California’s refunds. But FERC refused to provide any refunds
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for power purchased by California’s Department of Water, which spent
around $10 billion for electricity in 2001 to keep the lights on in
California. FERC also refused to order refunds for the period before
October 2, 2000, despite evidence of market manipulation prior to that
date. And FERC will still allow generators to tack on 10% to their

prices for “creditworthiness” concerns.

The result? Instead of the $8.9 billion it’s entitled to, the state

stands to get at most $3.3 billion, and possibly quite a bit Iess.

And FERC still hasn’t taken any action on thf: state’s complaint
about the long-term contracts it signed in 2001. Thanks to pervasive
manipulation of the spot market, and FERC’s refusal to enforce the law,
the power companies had the state over a barrel — and they knew it.
California was desperate to sign long-term contracts for power, and it
had no choice but to pay very high prices for that power in order to

avoid paying even higher prices on the spot market.
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Yet even now, FERC has indicated it won’t abrogate or amend
those contracts. So some of the same companies that hijacked California
will get to profit from their actions for years to come, while the state’s

taxpayers will be saddled with high energy bills.

I hope that Chairman Wood will be able to explain to me why
that’s the right thing to do, because it certainly doesn’t seem like a fair

or legal — solution.

I regret that the state was not asked to testify about FERC’s actions
or about the California ISO’s market design proposal, called MDO?2.
Apparently, the intent was to restrict the MDO02 witnesses to
“stakeholders.” I’m not sure why the state is not considered to have a
stake in the redesign of its wholesale energy market. If we learned
anything from the past few years, it is just how big a role the state does

have in its wholesale electricity market.
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In order to ensure that all viewpoints are represented, I would like
to introduce into the record written comments by California’s Public
Utilities Commission about FERC’s decisions and MD02. Mr.
Chairman, I ask unanimous consent that these be made a part of the

record.

Thank you, Mr. Chairman.
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Mr. OseE. We are going to go to questions now. As usual, Chair-
man Wood, you are exactly punctual in your 5 minutes, for which
we are appreciative.

I want to go through a particular concept here, and that is that
FERC, has investigated the issue of pricing of natural gas and the
five indices that were used to calculate it. And, on the basis of that
investigation, has ordered refunds in two cases and asked for addi-
tional information I think in eight additional, as to the activities
of eight additional companies.

The question I have is, if we are able to determine manipulation
post October 2, 2000 in the drivers of pricing for natural gas, would
that manipulation spread to all participants rather than just be
constrained in the two, and would that necessitate a far grander
view of whether or not refunds are entitled?

Mr. Woob. Pre October 2nd or post?

Mr. Osk. Post October.

Mr. Woob. Post October 2nd——

Mr. Ose. We'll get to the pre-October question.

Mr. WoobD. I want to make sure, because there are two different
approaches we take.

From October 2nd forward, which is 60 days after the utility
from San Diego filed a complaint saying that they wanted FERC
to take action in the California ISO and PX markets to do price
caps or some other approach to address the concerns that were
raised. From October 2nd forward the Commission has really
looked at, with the refund case, and that’s what we kind of call ge-
nerically the refund case, the $1.8 billion plus extra that will fall
from last week’s action. We looked at all providers and said, we are
not going to allocate fault or whatever, but we are just going to
reset the price at what it would have been had a competitive mar-
ket worked as it was designed to work in California, what would
that price be, and anything above that has basically got to be re-
funded.

So whoever charged that, we are not looking at intent or asking
them what they were doing that day. It’s just kind of a de facto
calculation, here’s what the numbers are. So we don’t, for that rea-
son, we have not looked at individual players as to refunds, be-
cause in fact everybody that is over the threshold has given it back.

Now, the items you referred to, there’s a couple of baskets of
things that fell out of last week’s order. One of them was, there
were [ believe four companies that were electric and eight on the
natural gas side that we went ahead last week and moved forward
with proceedings to consider revoking their market-based rates
based on some activities that are outlined in the report.

There are different kinds of baskets. We are doing further work
on three other large baskets of items. One is what we call the
Enron gaming strategies, people that participated in those, some
30 some odd companies, 16 that had business relationships with
Enron, that’s a separate basket of orders, and then 9 companies
that may have engaged in economic withholding. This is pre Octo-
ber 2nd.

If any of those things spilled over into post October 2, 2000, then
those would be actually available for additional refunds if we
haven’t already received them. But our remedial authority under
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the law, as it currently is, is focused on a time period 60 days after
a complaint is filed. So that’s where the October date comes from.

And actually, because we do not have penalty authority yet, we
can seek disgorgement of profits from certain transactions that vio-
late the law or violate the tariff. So we are kind of in the middle
of the stream with a number of these proceedings. But the ones you
referred to are just part of the total.

Mr. Ost. The question I am trying to get at is that you’ve made
a determination as it relates to two cases that there was market
manipulation. And, I can’t remember the companies. I know we can
get that in the record if you like.

It would seem to me that if there is market manipulation prac-
ticed by these two companies, it has unavoidably spilled over into
additional companies, whether innocently or otherwise, having
their prices affected. I don’t see how logically that can be avoided.

Mr. Woob. Correct.

Mr. Osk. If that’s the case, the question of how much to refund
is far greater. Now, in the report that FERC did, there is a ref-
erence to rules, or the protocols or the tariffs, I don’t remember the
exact word, but the rules that govern behavior in markets. There
are provisions, in some cases vague, in some cases not, preventing
gaming strategies of the like that you have found.

If that is what you have found, pre October 2nd, does that give
FERC the ability to go and seek refunds for that period of time
prior to October 2nd?

Mr. Woob. Yes, with a caveat. The hook that we've got to go
back on, and the staff identified some tariff language that they
think is the hook, we’ve got to say that you actually, you, company,
were notified that this behavior was prohibited, or violated a rule.
Then, we prove that they've done that. They don’t have to excuse
that, well, you know, I did it because the lights were going to go
off otherwise, or what’s a good mitigating excuse that certainly we
would provide that opportunity to make that.

And then, if those two things are met, if the law was clear and
you violated it, then you get refunds for that. We are in the process
now, because the parties did have the opportunity to file on March
20th, which was kind of close to the date of this meeting, their re-
buttal to claims that were made by a number of the California par-
ties and State agencies that a number of these violations had hap-
pened. We indicated at our March 26th meeting we want to look
at the he said and the she said. So the overlap between the staff
report and the parties’ investigations that came to a climax in
March, we are looking at that this month and anticipate for those
issues that go backward to issue orders on those by the April 30th
meeting that our Commission has scheduled.

Mr. Ost. Now, you referenced in, if the gentleman will just yield
a couple more minutes, you referenced in your testimony the ability
to assess penalty and the lack of FERC authority to do that to
date. In the last Congress, I put in a bill to provide FERC with au-
thority to assess penalties from the date of filing, and I am advised,
having put that same bill in again this year, that it’s been rolled
into the Energy Bill that should be on the floor later this week.

Does FERC support being given the additional authority envi-
sioned in that legislation?
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Mr. WooD. Absolutely. Yes. And we appreciate it. In addition to
moving the date back to the date a complaint was filed, you also
allowed the Commission, in your law from last year and the one
that was put back in the hopper this year, to not only get
disgorgement of profits, but actually assess penalties, in some cases
gp to, let me make sure I get it right, $25,000 per event. It was

500.

Mr. OsE. $500?

Mr. Woob. Per event.

Mr. OsE. Right.

Mr. WoobD. And, it is over a broad, over the entire Federal Power
Act electricity title that we live under. So those three things to-
gether, the refund date, the broadening to include the entire elec-
tricity title, and the elevation of the penalty amount does give the
1(Sommission a much stronger tool chest to use in overseeing mar-

ets.

Mr. Osk. I appreciate the chairman’s comments on that. My last
question would be, if you found companies that have engaged in
this behavior in violation of the terms of their certificate or viola-
tion of what you call tariffs, what I call rules, what the proposal
has been is to deny them the ability to sell power or gas at market-
based rates. It seems to me that such companies frankly ought to
be put out of business, period. They ought to get the death penalty,
if you will, as a clear and unequivocal message about this kind of
behavior not being tolerated.

Could you share with us why, if you would, you're only going
halfway? My words, not yours.

Mr. Woobn. Well, we've got, I mean, the two tools we've got are
taking away the privilege to do business at market-based rates. I
think, I haven’t actually given a lot of thought to can you just take
them out of business altogether and revoke their license to even
have cost-based rates. Can I get back to you on that one?

Mr. OSE. Yes.

Mr. WooD. We honestly have not looked at that. I think the per-
ception in the outside world has been that the loss of market-based
rates in a world that’s dominated by markets is a significant pen-
alty, and is one that we certainly have. Again, it’s one of the two
things that we have, get the profits back and yank your market-
based rates. To have something on the intermediate scale, which
the penalties would provide, is certainly something we welcome.

Not all behavior is worthy of putting people out of business. Cer-
tainly errant employees, bad management, you know, if there is
something rotten at the core, certainly that’s a different issue. I
think there are gradations, just as a judge in a criminal case gets
to look at. There are gradations of punishment that a jurist ought
to have. And, I'll have to think about that.

Mr. OSE. Let me show you a flip side of that. The flip side of that
is people in my district who process food, paying two or three or
four times what they had budgeted or expected for electricity and
having to shut down processing lines and lay people off. Or people
in the business that use hot water basically can’t buy the natural
gas to heat the water that they need in their business. And, in ef-
fect, they are being shoved out of the position of being profitable
into a position where they cannot survive. And, if someone is en-
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gaging in inappropriate behavior that creates that, it seems to me
that maybe they ought to share the same fate. Just a different per-
spective.

The gentleman from Oklahoma.

Mr. SULLIVAN. Thank you, Mr. Chairman.

Chairman Wood, I'd like to talk about a FERC staff report that
has not gotten much attention. In 2002, the California Public Util-
ity Commission alleged that generators had contributed to the
blackouts experienced in California by deliberately keeping plants
shut down rather than running them. If true, this would be ex-
tremely disturbing.

Yet, as I understand it, your staff’s investigation found, “No evi-
dence that any of the generators withheld any material amount of
available power during the hours of the service interruptions.” Is
this correct?

Mr. Woob. Yes, sir, it’s correct. The staff did look at the days
identified in the California PUC’s report from last year. They
looked at exactly the days of firm service interruptions, i.e., when
there were blackouts in California due to inadequate supply. And,
I will admit, it was difficult to kind of go through the, for our staff
spent several months going through the data that the ISO had to
actually look at what generators were available, what they had
scheduled, what they had not scheduled, what was committed
elsewise to some other customer. And, concluded that for 87 per-
cent of the power, the megawatt hours, that in fact the firm service
interruptions happened when the power was actually not available.
It was legitimately not available through the ISO’s records.

Now, admittedly, the ISO does not keep records specifically for
this point. So to give the CPUC, I guess the fair side of the analy-
sis is, the records weren’t just sitting there ready to be written up.
It took a lot of digestion and analysis and that was really what our
staff did at our direction to really get to the bottom of this. Because
whatever the answers are, we've got to deal with them. If nothing
happened and people should be exonerated, then that ought to be
done. And, that’s in fact what we did.

If there is something going on, and again, we are looking at other
hours today, we are looking at other hours than just these ones in
this report to make sure in fact that this didn’t happen in some
other period. But in looking at the blackout periods, which were
the crucial times when Mr. Winter and his colleagues at the ISO
were scrambling around the whole west to keep the lights on, we
did look at the claims here and chased them all the way down.

Thirteen percent of the hours we are unable from the records to
account for. But in total, they did not add up to the amount that
would have prevented a blackout. So while we don’t have a com-
plete answer on the 13 percent, I think the takeaway is that the,
while those megawatts may in fact have been withheld, they were
such significantly small amounts that they would not have enabled
the ISO to keep the lights on.

So that’s what our conclusions were on this report. And, as I
mentioned, we are continuing to look throughout all the records.
Some claims have come in as of last week about physical withhold-
ing, which is a really bad practice, if engaged in for the purpose
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of elevating market prices, and we will continue to chase those all
the way down as we did these.

Mr. SULLIVAN. Not only was there no evidence of withholding,
the report goes on to conclude that the evidence actually refutes
the CPUC’s allegation that power was withheld. The report says,
“Approximately 87 percent of the power that the CPUC concluded
Wa}s1 %Vailable power not generated was in fact available.” Isn’t this
right?

Mr. Woob. It was actually not available. Yes, sir.

Mr. OsE. Could you clarify that for me, please? Run through that
again. | just want to make sure we get it.

Mr. SULLIVAN. The full question again?

Mr. OsE. Yes.

Mr. SuLLIVAN. Not only was there no evidence of withholding,
the report goes on to conclude that the evidence actually refutes
the CPUC’s allegation that power was withheld. The report says,
“Approximately 87 percent of the power that the CPUC concluded
was available power, not generated, was not in fact available.” Isn’t
this right?

Mr. Woob. That’s correct.

Mr. Ost. Thank you. Keep going.

Mr. SULLIVAN. While I am concerned because I think this report
directly calls into question the credibility of the allegations made
by the California parties, according to your staff report, the CPUC
was wrong at least 87 percent of the hours it questioned. Eighty-
seven percent is not a small error. In my view, that report was
more of a political document than an objective analysis.

Now I read of a new or recycled allegations being made by Cali-
fornia where companies have told me the allegations have no merit.
Is the FERC staff going to examine the reliability and merit of
these allegations and eliminate the incorrect ones before issuing
show cause orders to the companies? Giving that show cause orders
tend to assume a company is guilty until proven otherwise,
sho{t)ﬂdn’t FERC determine how accurate these latest allegations
are’

Mr. Woop. We are, and that is the reason, Mr. Sullivan and
Chairman Ose, that we did not issue the show cause orders in the
other 30 or so companies last week. In fact, the parties I mentioned
a moment ago have the opportunity to respond to the claims by
California parties by March 20th. And, it’s about 3 feet high worth
of responses. So needless to say, we couldn’t digest those and give
both sides proper weight in 6 days. So we are in the process of
doing that now. And, in fact, may indeed winnow down that list to
just focus on not only the specific companies but the specific compa-
nies with specific claims that appear to have violated tariffs or
rules at the time, rather than just broad brush complaints.

Mr. SuLLIVAN. Thank you.

Mr. Osg. Chairman Wood, I want to make sure I've got this
straight in my head. Under the rules that FERC operates under,
people who are selling in the interstate market come to you for cer-
tificates that dictate the manner in which they can market their
power. Is that accurate?

Mr. Woob. Correct. Prior to 1992, they just came to us to set
their rate. We did cost-based rates for everybody.
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Mr. OSE. Now, those licenses, if you will, are called market-based
certificates?

Mr. Woob. Right. And, since 1992, people have come in and
asked for and in most cases been granted the authority to sell
power at market-based rates, i.e., what the market will bear.

Mr. Ost. OK. Now, in November 2001, let me back up here a bit.
The Federal Power Act says that FERC cannot go prior to October
2, 2000 to order refunds unless sellers violated their market-based
certificates.

Mr. Woob. Or the CAISO tariff or FERC, Federal Power Act or
FERC rules.

Mr. Oste. The question I have has to do with getting the rules
that the certificates are issued under, sufficiently strengthened so
that there is no question, there is no vagueness, there is no ability
to equivocate, everybody knows what the rules are. Now, FERC
recognized this same problem in November 2001 and has been at-
tempting since then to reform both the natural gas and electric
power tariffs. And yet, the Commission hasn’t been able to come to
closure on that to date.

Mr. Woob. That is correct.

Mr. OsSE. The question when I go home is, you know, when are
you going to fix this, my constituents say to me. My question to you
is, when are you going to get closure?

Mr. Woob. On the market-based certificates, we actually a year
ago this month, we were at that point a four-member Commission,
came to two-two vote on how to refine the market-based rate tariff
conditions. And, our two-two condition honestly existed until the
end of last year.

Knowing that Mr. Gelinas, who is in charge of putting this report
together, was going to recommend changes to a number of aspects
of market-based rates on both power and gas, we beforehand had
not looked at the gas certificates because I think we had focused
probably unduly on the electric only, but at that point, we now, it’s
1 of the 31 items that we’ve got to punch through in the next series
of weeks.

So you are correct, sir, to point out that we have not tightened
up this, I don’t want to call it loophole, but tightened up this cer-
tificate. But we have not completed that work yet.

Mr. OsE. In the summary that you, we are going to use the sum-
mary because I can hold it up here, it’s not 400 pages, in the sum-
mary you have a number of recommendations that are enunciated
relative to the changes that need to be made. For instance, in the
reporting process, look at page ES6, chapter 3, traders attempted
to manipulate price indices through false reporting. Now, there’s a
number of recommendations here under the bullet points that I am
willing to go through one by one or in aggregate send to you in
writing. But I am trying to get at what kind of rules changes you
are presently considering to prevent this market manipulation from
occurring again.

Mr. Woob. I could go through these, in fact, because we have
just recently discussed those among my colleagues. They are all
summarized on ES14.

Mr. OsE. All right.
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Mr. Woob. The first four under ES14 are basically as we just
discussed, conditioning certificates of electric and gas companies.
It’s our intention to get that done. We've got the open proceeding
that you referred to that we had locked two-two on. That’s the ve-
hicle for doing that on the electric side, and we’ve got to initiate
a new proceeding, as mentioned there, actually amending our regu-
lations, and they’re referenced there in the first bullet, to do that
on the natural gas side.

But that would be, for example, that is the one to provide explicit
guidelines and prohibitions for trading natural gas. The manipula-
tion of the indices and the behavior that led to inaccurate price re-
porting, which shows up elsewhere in the next series of bullets, ac-
tually the fifth, sixth, seventh and eighth bullet relate to the spe-
cific gas price index issue. The Commission is having a workshop
on that on the 24th, I guess the week after next, on what to do
about these natural gas price indices that a lot of people in the
marketplace rely upon, but which have been called into question
not only by this Commission staff report, but by market partici-
pants probably over the last 6 months.

Mr. OsE. I especially want to go to the eighth one there. Encour-
age standard product definitions for published natural gas and
electricity price indices and standard methodologies for calculating
the price indices. This would seem to me to kind of be at the core
of variability in how you calculate costs versus what’s going to be
charged. Of the five indices that were used to calculate natural gas
price, if you don’t have a standard product definition for what is
or isn’t a market-based product, how do you find that someone’s not
giving you square data?

Mr. Woop. I think you’ve kind of hit the nail on the head. It’s
for that reason that we really, as of last week, just said, we cannot
rely for the purposes of calculating the California customers’ re-
fund, we cannot rely on a weighted basket of these price indices for
gas. They might have been directionally correct, and I'll say cer-
tainly, the indices have the potential to be right on target. But it’s
not a number that we on the regulatory side of the fence could real-
ly hang our hat on and say, this is what we know the actual mar-
ket price of gas was on that day.

So we went back to a much more regulatory approach to figuring
out what should the input for gas price be and then provided op-
portunities for suppliers to show us their receipts basically, and get
their money for what they actually spent. But you're right, the lack
of standardization in the index reporting definitions and in the col-
lection and computation of the data do leave some potential for var-
iation that it’s hard to get real comfortable with, from our point of
view.

Mr. OsE. In terms of defining a standard product or a standard
methodology, has it gone beyond merely identifying the problem in
the 400 page report, or there is actual effort to come to conclusion
on that?

Mr. WoobD. As I mentioned, we teed up an all day workshop with
different people in the industry across the board, including the cur-
rent publishers of price indices, which are all trade press organiza-
tions, a committee of chief risk officers, which are the CROs from
all the energy companies and their customers, the current ex-
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changes, NIMEX, ICE, Intercontinental Exchange and I believe one
other are also on the list, and some customers and users that are
also involved.

So it’s my expectation based on the questions we ask them to re-
spond to which are these, the ones here and broader. The definition
of the product I don’t think is going to be that big of an issue. I
think the gas market today has pretty much a level maturity as
to what the product is. It’s what you do with the price as reported
for purchases of those products or sales of those products, how are
they averaged, how do you throw out the high numbers and the low
numbers, what statistical sampling technique is used. I think it’s
those types of things that parties may want to explore, and will be
exploring, I expect, on the 24th.

Mr. Ose. Now, similarly, there’s clear indication that there were
gaming strategies being employed at some point in this market-
place. Similar to a definition of a standard product or standard
methodology for fixing price or calculating price. I am not aware of
any clear or definite ta